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COMMENT
THE FEASIBILITY OF ADJUSTING
FOR INFLATION IN COMPUTING
TAXABLE INCOME
The truthfulness of accounting depends largely on the truthfulness of
the dollar-andthe dollar is a liar.
Henry W. Sweeney'
3
1973 was a year of high inflation 2 and no relief is presently in sight.
The rate of inflation is lamented in public as often as the numerous
other political and economic problems permit. Statistics show that the
real income of the average American worker actually decreased
during the year 1973, despite wage increases, price freezes and the
like.4 The relation between inflation and real income is often the subject of attention; the relation between inflation and an equitable tax
system is not. This Comment discusses the effect inflation (and deflation) has upon the measurement of taxable income, concluding, in
short, that the present standard of measuring income for income tax
purposes would be much more equitable if, instead of focusing solely
upon the number of dollars received, it accounted for changes in the
value of the dollar (as measured by a price index or price indices) by
considering the purchasingpower of the dollars received. In times of
high inflation and in more stable times as well, this new standard for
measuring taxable income would have a profound impact on the relative amount of income taxes paid by particular taxpayers as compared
to the amounts currently paid. The result would be a more equitable
Internal Revenue Code.

1.

H. SWEENEY, STABILIZED ACCOUNTING at xi (1936).

2. The latest figures indicate that the cost of living as measured by the Consumer
Price Index rose by 8.8% in 1973. See Seattle Times, January 22, 1974, at Al, cols.
5 & 6. See also, Getze, War on Inflation Over; We Lost, Los Angeles Times, December
30, 1973, at 1, cols. 5 & 6 (prices up 30% since 1969). The GNP Deflator [hereinafter the Implicit Price Deflator or IPD] increased at an annual rate of 7.9% in the
last quarter of 1973 and at a rate of 5.3% for 1973 as a whole. 54 SURVEY OF
BUSINESS 1 (January, 1974).

CURRENT

3. See Dale, DollarShrinks Still Further,Seattle Post-Intelligencer, March 22, 1974,
at A 1, col. 3 and A 16, cols. 1 & 2. Data released by the Department of Labor revealed
that the Consumer Price Ind6x rose by 1.3% in February, 1974:
The February rise brought the price index to a level 10 percent above a year
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1. INTRODUCTION
Although individuals have disagreed for centuries over how the
costs of government should be distributed, all agree on the primary
goal-to distribute the costs of government in a fair and equitable
manner. 5 Two distinct philosophies have emerged, both seeking a fair
and equitable distribution. Some maintain that the costs of government should be distributed in proportion to the benefits received from
the government, while others, viewing taxation as a sacrifice not inherently related to specific benefits, reason that the distribution should
be made according to one's ability to pay. 6 Although these two philosophies would result in differences in the details of any tax code, proponents of both generally have agreed that income constitutes a convenient and practical foundation for making the distribution. 7 Income
certainly reflects one's ability to pay and, to some degree at least, reflects the extent to which one has benefited from living in society.
Consequently, income has been adopted as the measure by which horizontal equity-those with equal incomes should pay equal amounts
of tax-and vertical equity-those with unequal incomes should pay
unequal amounts of tax-are gauged. 8 Whereas vertical equity poses

earlier-the first time this nation has experienced "double digit" inflation since the
Korean War 23 years ago ....
A companion Labor Department report yesterday showed that "real" after-tax
earnings of the average production and nonsupervisory worker-weekly wages
adjusted for higher prices and any change in taxes-fell further in February and
were 4.5% below a year earlier. This was the biggest decline in this measure of
the "standard of living" since the figures were first compiled in 1964.
4. See Prices Increased 8.8% in 1973, Seattle Times, January 22, 1974, at A 1, cols.
5 & 6.
5.

J. PECHMAN, FEDERAL TAX POLICY 5 (rev. ed. 1971).

Taxation-the means by which a government implements decisions to transfer
resources from the private to the public sector-is a major instrument of social and
economic policy. It has two goals: to distribute the cost of government fairly by
income classes (vertical equity) and among people in approximately the same economic circumstances (horizontal equity); and to promote economic growth, stability, and efficiency.
6. See Sneed, The Criteria of Federal Income Tax Policy, 17 STAN. L. REv. 567.
575-77 (1965) [hereinafter cited as Sneed] citing R. MUSGRAVE, THE THEORY OF PUBLIC
FINANCE 68-72 (1959) and A. PIGOU, A STUDY IN PUBLIC FINANCE 57-58 (3d rev. ed.

1949).
7. Sneed, supra note 6, at 577-79.
8. Musgrave, In Defense of An Income Concept, 81 HARV. L. REV. 44, 45 (1967)
[hereinafter cited as Musgrave] ; Sneed, supra note 6, at 577.
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controversial issues not relevant to the present inquiry, 9 the principle
of horizontal equity as a universally accepted axiom' 0 provides the
theoretical basis for this Comment. To implement this principle and
to construct a firm tax base, a measure of income must be devised.",
Formulating an acceptable measure of income is a task which has
frustrated many scholars.' 2 Inherently, it involves two steps: determining which components-wages, gains and losses on capital assets,
operating expenses and the like-should be included in income computation, and developing t technique for measuring the components. The first step-selecting the income components--has been
extensively analyzed in an effort to construct an equitable tax base.
The Haig-Simmons income definition 13 -income equals consumption
enjoyed over a given period plus any accretion (or less any diminution) to net worth-provides an excellent theoretical starting point
for the first inquiry. From this income definition onward, however, the
politicians and even the theorists have disagreed, 14 essentially over the
extent to which this comprehensive income definition should be departed from in "amending" the Internal Revenue Code by deleting
various income components through the use of exceptions, exclusions,
leakages, loopholes and preferences.
While much attention has been directed to the first step-determining income components, the second step-measuringthe components
-generally has been ignored as a means of assuring an equitable tax
9. Vertical equity poses the issue of whether tax rates should be progressive, regressive, or proportional. Vertical equity is critical in distributing the costs of government and is affected by how the tax base is defined, but it need not be considered
in determining how the tax base should be measured. Accordingly, it is beyond the
scope of this Comment to inquire as to what the proper vertical distribution should be.
10. Musgrave, supra note 8, at 45. See also note 5 supra.
11. As stated by Professor Musgrave:
The question, however, is how the concept of equal. position-the "index of
equality"--is to be defined. This choice of index is not a purely objective matter. It
depends on what society considers to be equitable, and how it wishes to pose the
problem.
Musgrave, supra note 8, at 45.
12. See Sneed, supra note 6, at 577-78 and authorities cited therein. See also the
debate between Professors Bittker and Musgrave, Dr. Pechman and Dean Galvin beginning with Bittker, A "Comprehensive Tax Base" as a Goal of Income Tax Reform,
80 HARV. L. REV. 925 (1967), continuing through Musgrave, In Defense of an Income
Concept, 81 HARv. L. REV. 44 (1967), Pechman, Comprehensive Income Taxation: A
Comment, id. at 63, Galvin, More on Boris Bittker and the Comprehensive Tax Base:
The Practicalitiesof Tax Reform and the ABA's CSTR, id. at 1016, and culminating in
Bittker, Comprehensive Income Taxation: A Response, id. at 1032.
13. See Sneed, supra note 6, at 578 and the authorities cited in note 12 supra.
14. See the debate referred to in note 12 supra.
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base. Indeed, those responsible for the Internal Revenue Code have
adhered rather blindly to the use of the accountants' traditional tools
15
for measuring income.
It is the thesis of this Comment that we should consider discarding
at least one of these tools if it is feasible to do so. Like accountants,
those responsible for the Internal Revenue Code have incorrectly
assumed that the dollar is an adequate yardstick for measuring the
income components. To approach the goal of horizontal tax equity,
it seems necessary to change yardsticks; measurement of purchasing
power changes over a given period of time by reliance upon a uniform
price index or several indices seems a much more equitable standard.
This thesis is rapidly gaining political support. During the first four
months of 1974, five pieces of legislation designed to partially alleviate
the distorting effect of inflation on the computation of taxable income
16
were introduced in Congress.
This Comment analyzes the feasibility (theoretical, not political) of
firming up the tax base by adjusting for changes in the value of the
dollar (price level changes) in computing taxable income. Following a
discussion of the need for making price level change adjustments is a
section describing the theory involved and the effect such adjustments
would have on the sacred tax principles of historical cost and realization. An examination of the progress made by statisticians, accountants and others in constructing indices and devising techniques for
making such adjustments is then presented. A final section briefly
analyzes the practical problems of adjusting for general price level
changes in the tax arena.
II.

THE NEED FOR CHANGE

Three factors must be considered in assessing the need to adjust
for price level changes: (1) The extent to which the value of the dollar
changes; (2) the extent to which such changes distort income measure15. Of course, accounting net income and taxable income are not always identical.
Indeed, tax exclusions, deductions, limitations and timing differences produce wide
variations. B. BITTKER, FEDERAL INCOME, ESTATE AND GIFT TAXATION 776-892 (1964);
Reimer, Major Differences Between Net Income for Accounting Purposesand for Fed-

eral Income Taxes, 23 ACCOUNTING REv. 305 (1948). However, the basic tax measurement principles such as cost, realization at transfer and disregard of changes in the
value of the dollar are all enshrined as "Generally Accepted Accounting Principles."
16. H.R. 12527, H.R. 14229, H.R. 14324, S. 3396, S. 3457, all 93d Cong., 2d Sess.

876

Adjusting Taxable Income for Inflation
ment; and (3) the extent to which existing sections of the Internal
Revenue Code mitigate the effect such changes have on taxable income. These factors will be considered in order.
Any person who frequents a supermarket can attest to the fact that
the value of the dollar changes. According to the Commerce Department's Implicit Price Deflator, 1 ' a dollar during the third quarter of
1972 had a value equal to forty-six cents in 1946, sixty-five cents in
1956, and seventy-eight cents in 1966.18 This decrease in the value of
the dollar generally has not come about through large, unexpected
steps; for the most part, the process has been gradual and amazingly
consistent, with the dollar losing from one to seven percent of its value
in each year subsequent to 1949.19 However, 1974 may prove to be
20
an exception.
These changes in the value of the dollar have a profound effect on
the measurement of income, an effect which presently is ignored for
income tax purposes. While the desired quantitative data on the effect
such changes have on individual taxpayers is not available, it is easy
to demonstrate the unavoidable consequences. Suppose taxpayer A
and his wife purchased a home in 1950 for $20,000 and in 1960
added capital improvements totaling $1,000. Suppose fuirther that the
couple, desirous of spending their remaining days in apartment living,
sold their home during the third quarter of 1972 for $26,000. Under
the present code, the couple would realize a gain of $5,000 [$26,000
- (20,000 + 1,000)] and, after their section 1202 capital gains deduction, pay ordinary tax on $2,500.21 But has the couple in fact ex-

17.

For a thorough description of the Implicit Price Deflator as a general price

index, see notes 85-92 and accompanying text infra. The index, published quarterly by
the United States Department of Commerce, can be located in SURVEY OF CURRENT
BUSINESS, a periodical published by the Commerce Department.
18. The Commerce Department estimates that one dollar in 1958 (the base year)
was worth 66.7 cents in 1946 and $1.46 in the third quarter of 1972. 45 SURVEY OF
CURRENT BUSINESS 52-53 (Aug., 1965); 52 SURVEY OF CURRENT BUSINESS 15 (Nov.,

1972). Thus, the value of a 1972 dollar in 1946 is obtained by dividing 66.7 by 146. A
1958 dollar was worth 94 cents in 1956; the value of a 1972 dollar is obtained by dividing 94 by 146. A 1958 dollar was worth $1.14 in 1966; the value of a 1972 dollar is
obtained (again) by dividing 114 by 146.

19.

Jd, According to the IPD, there have been only seven years since 1929 in which

the dollar actually increased in value. These years all antedate 1950.
20. See note 3 supra.

21.

Since the couple moved into an apartment, their gain would not qualify for non-

recognition under § 1034 of the INTERNAL REVENUE CODE [hereinafter cited as I.R.C.].

Assume further that treatment under either § 453 (installment sales) or § 1201 (alternative tax) is inapplicable.

877

Washington Law Review

Vol. 49: 873, 1974

perienced a gain? Due to the decrease in the value of the dollar, the
$20,000 they used to purchase the home in 1950 had purchasing
power equal to approximately $36,409 at the time of sale in 1972,22
and the $1,000 spent on improvements in 1960 had purchasing power
equal to $1,417 at sale time. 23 The cost of the home measured in
1972 dollars was $37,826 (36,409 + 1,417); thus, when the home
was sold for $26,000 in 1972, the couple actually experienced a purchasing power loss of approximately $12,000. Stated simply the total
dollars the couple used to purchase the home had a value far greater
than the dollars received from the sale. Yet the couple will be taxed
on their $2,500 "gain" just the same as the taxpayer who receives a
$2,500 bonus from his employer-a result totally inconsistent with
the goal of horizontal equity. Like the couple in the hypothetical, any
taxpayer who holds any asset for an appreciable period of time during
an inflationary period will have his gain overstated (or loss understated) on the sale of the asset.
Ignoring price level changes also has a profound effect in measuring corporate income. Fortunately, appropriate quantitative data is
available. George Terborgh, former director of the Machine and Allied Products Institute, estimates that, due to inflation (and the fact
that corporations ignore it in measuring income), corporate profits
were overstated by $130 billion for the years 1949 through 1970.
Taxes on these illusory profits aggregated nearly $60 billion. 24 Indeed,
Mr. Terborgh has graphically demonstrated that while reported corporate income has soared 150 percent since 1946, real corporate
profits, as restated in constant 1946 dollar values, have risen only
25
slightly.
Perhaps the best indication of the effect changes in the value of the

22. According to the IPD, a dollar in 1958 was worth 80.2 cents in 1950 and $1.46
in 1972. See note 18 supra.Thus, (146 + 80.2) x $20,000 = $36,409.
23. According to the IPD, a dollar in 1958 was worth $1.03 in 1960 and $1.46 in
1972. See note 18 stipra. Thus, (146 - 103) X $1,000 = $1,417.
24. For a recap of Mr. Terborgh's work and a penetrating analysis of the effect
inflation has on corporate profits, see Burck, The Hard Road Back to Profitability,
FORTUNE 101 (Aug., 1970) [hereinafter cited as Burck]. See also Smith & Sullivan.
The Taxation of "Real Profit": Towards a Laissez-FaireRevenue Code, 51 NEB. L. REV.
258 (1971).
25. See Burck, supra note 24, at 102 (chart illustrating difference between corporate
profits as reported, profits after adjustments for insufficient depreciation and inflated
inventory values and profits restated in terms of 1946 dollar values). The chart is also
reprinted in 51 NEB. L. REV. at 289.
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dollar have on corporate profits is a 1969 field test conducted under
the supervision of the Accounting Principles Board.2 6 Eighteen corporations27 computed their income over a two year period by adjusting
for price level changes and compared the results with their conventional income statements for the same period. 28 The results were truly
amazing. Of the eighteen corporations examined, thirteen reported
reduced profits after the adjustments were made, four reported in29
creased profits, and only one corporation reported no difference.
The annual profits of fifteen of the corporations changed by more
than ten percent, and one company reported an amazing 434 percent
30
reduction in profits.
Although there are many reasons why changes in the value of the
dollar can so drastically distort income, the three major reasons can
be easily isolated. First, under conventional income measurement
techniques, depreciation, depletion and amortization of business assets
generally are understated because the assets are valued for depreciation purposes at their historical dollar costs. No adjustments are made
for the fact that the dollars expended for the assets lose their value
over time. The actual purchasing power originally expended cannot
be recouped through depreciation unless the historical dollar cost is
adjusted to account for inflationary effects. 3 ' Second, income from

26. Rosenfield, Accounting for Inflation-A Field Test, 127 J. OF ACCOUNTANCY
45 (June, 1969) [hereinafter cited as Rosenfield].
27. The identities of the 18 corporations were not disclosed in the field test report.

However, the companies were described as follows:
The companies involved in the field test vary in size and type. Most of them are
listed on the stock exchanges, but a few are relatively small and closely held. In-

dustries represented by the companies include aircraft manufacture, airlines, automobile parts, chemicals, electronics, fabricated metal products, food processing,

food retailing, financingcompanies, measuringdevices, oils, packaging, paper, retail
stores, and gas and electric utilities.
Id. at 46.
28. For a recap of the test, see generally id- at 45-50.

29. Id. at 48.
30. Id. Excluding the company with the 434% reduction in profits, the change
experienced by the other companies ranged from a 29% increase in profits to a
31% decrease.

31.

The effect of inflation on depreciation is aptly demonstrated by the fol-

lowing passage found in Burck, supra note 24, at 185:

When a company invests in a plant or machine, it in effect prepays the cost of the
asset and plans to recover its capital investment over the asset's economic life.
Suppose it buys a $100,000 machine, whose useful life is estimated at ten years.

Each year it consumes a tenth of its capital investment, so each year it adds a
tenth of the cost of the investment or $10,000 to operating expenses. If there is no
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the sale of assets-inventory, equipment and the like-is overstated
because the basis of the assets (historical dollar cost) is not adjusted to
account for inflation. This is illustrated by the hypothetical involving
the sale of the house. 32 Third, conventional income measuring techniques totally ignore the effect changes in the value of the dollar have
on fixed monetary assets and liabilities such as cash, accounts receivable, accounts payable and funded debt. A company or individual with
a large debt position experiences significant purchasing power gains
during an inflationary period because the value of the number of dollars needed to retire the debt will be decreasing. Undoubtedly, this is
the reason four of the companies in the Accounting Principles Board
33
field test reported an increase in profits after price level adjustments.
Conversely, a company holding substantial liquid assets during an
inflationary period absorbs substantial purchasing power losses because the value of the assets decreases as the value of the dollar de34
creases.
As is evident from the foregoing discussion, ignoring changes in the
value of the dollar precludes any possibility of meaningfully relating
the true income of one taxpayer-the increase in purchasing powerwith that of another taxpayer. Such a comparison is essential in order
to approach the goal of horizontal equity.
Although the Internal Revenue Code generally ignores the effect
changes in the value of the dollar have on income measurement, a few
sections of the Code arguably mitigate the effect of such changes on
inflation, this $10,000 compensates it fully for the amount of capital it has consumed that year.
But suppose the value of the dollar drops by 4 percent the first year, 5 percent
the second, and 8 percent the third. To recover fully a tenth of the real capital consumed each year, the company should add to its operating costs in the first year
not $10,000, but $10,400. In the second year, it should recover not $10,000 but
$10,920. And the third it should recover $11,794. This, however, the law does not
let it do. In three years, therefore, it overstates its profits by $3,114. What is more,
it pays federal income tax on the $3,114, and reduces its cash flow by the amount
of the tax.
See also Paton, Depreciation-Conceptand Measurement, 108 J. OF ACCOUNTANCY
38-42 (Oct., 1959) [hereinafter cited as Paton].
32. See text accompanying notes 21-23 supra.
33. The details of the field test disclosed that the four companies reporting income
increases as a result of the adjustment did so because they had large debt positions
which gave rise to substantial purchasing power gains. See Rosenfield, supra note 26,
at 49. Indeed, over two-thirds of the companies examined had net purchasing power
gains from their monetary assets and liabilities. Id. For a more extensive discussion of
monetary assets and liabilities, see note 98 and accompanying text infra.
34. See notes 98-105 and accompanying text infra.
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taxable income. These sections should be considered in assessing the
need to adjust for general price level changes.
The sections of the Code which give preferential treatment to gains
resulting from the sale of capital and business assets35 reduce, but do
not eliminate, the distorting effects of inflation on income. Indeed, a
primary justification for such favorable treatment is the fact that, in
most instances, capital and section 1231 gains, as presently measured,
do not represent actual increases in purchasing power. 36 Unfortunately, the relief afforded by these sections is artificial. First, although
the sections allow a taxpayer to pay a reduced tax on his gain, they do
not change the method of computing the gain. By clinging to the notion that the gain should be determined by the difference between the
number, not the value, of the dollars received and the dollars paid
out, 37 these sections do not reflect the changes in the taxpayer's purchasing power, with the result that, like taxpayer A supra,38 the taxpayer may have to pay a tax (admittedly reduced) on a transaction
which in fact yields a purchasing power loss. Second, the depreciation
recapture provisions of sections 1245 and 1250 substantially nullify
the demonstrably inadequate remedial effects of these provisions as
they relate to business assets. 39 Finally, if the United States was ever
again to experience deflation-that is, an increase in the value of the
dollar 40 -these sections would actually assist present accounting tech41
niques in distorting income measurement.
35.

I.R.C. §§ 1201, 1202, 1221, 1222, 1231.

36.

See, e.g., M. DAVID, ALTERNATIVE APPROACHES TO CAPITAL GAINS TAXATION 37

(1968) and authorities cited therein. Mr. David states at 37:
There are several reasons for preferential capital gains taxation. It has been favored as a means of: (1) securing more equitable tax treatment for investment
gains which have accrued over long periods of time and which would be assessed
in a single year under progressive income tax rates; (2) reducing the inequitable
taxation of increments to capital that arise from illusory revaluations, such as

inflation; and (3) minimizing interference with the operation of assets markets,
which, in many cases, are characterized by a limited number of buyers and sellers
[emphasis added and footnote omitted].
37. For an extended discussion on the significance of measuring income on the basis
of the value of dollars received rather than the number of dollars received, see notes
45-50 and accompanying text infra.
38. See notes 21-23 and accompanying text supra.
39. I.R.C. §§ 1245, 1250. The effect of these provisions is to deny (in part) preferential capital gain treatment to gains on the sale of business assets which previously have
been depreciated by the taxpayer.

40. Since 1929 the dollar has increased in value in seven years, of which antedate 1950. See note 19 supra.
41. Increased distortion of income would inevitably result in times of deflation
because the sale price measured by the number of dollars would understate the purchas-
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Other sections of the Code arguably ameliorate the effect of inflation on profits by changing the time at which certain income and expense items are recognized for tax purposes. The accelerated and additional first year depreciation provisions, 42 the last-in, first-out inventory valuation provisions, 43 and the nonrecognition provisions of sections 1031-103444 are good examples. By allowing taxpayers to accelerate the recognition of certain expenses and to defer recognition of
specified gains, these sections offset, to a degree at least, the overstatement of income which results from inflation under present accounting
techniques, But the relief in most instances is temporary; accelerated
expenses and deferred income in early years means more income in
following years. The sections in no way affect the amount of taxable
income that must be recognized; they simply alter the time of recognition. Again, these sections do not alter the fact that over a period of
time a taxpayer's income, as presently measured, will not reflect the
actual change in purchasing power.
The value of the dollar has been rapidly declining of late. In light
of the changes in the value of the dollar-whether rapid or gradualand the extent to which these changes distort the measurement of taxable income, the necessity for adjusting for price level changes is apparent.
III.

THEORY OF ADJUSTING FOR
GENERAL PRICE LEVEL CHANGES

Adjusting for general price level changes does not constitute a rading power gain resulting from the sale. The sale of a house during deflation with an
historical cost of $50,000 might net only $49,000, resulting in no taxable gain. In actuality, the purchasing power of the deflated $49,000 may be substantially higher than
the purchasing power of the original $50,000. Under price level accounting, this gain in
purchasing power would be taxable; under the present system no taxable gain results.
If the sale of the $50,000 home netted $55,000 in a time of deflation, § 1202 would
tax only $2,500 of this $5,000 paper gain. Again, however, because of deflation, the
purchasing power of the deflated $55,000 could be far higher than is reflected in this
$5,000 gain. Reducing an already understated gain by 50% under § 1202 only amplifies
the error in computing taxable income as measured by increases in purchasing power.
42. I.R.C. §§ 167, 179.
43. I.R.C, §§ 471, 472. In conjunction with the "Lifo" method of valuation, a taxpayer also may use the retail method of pricing the inventory. 26 C.F.R. 1.471-8,
1.472-1(k), Rev. Ruling 72-493.
44. I.R.C. § 1031 (defer recognition of gains resulting from like kind exchanges),
§ 1033 (defer recognition of gains resulting from involuntary conversions), § 1034 (defer recognition of gains from the sale of residence).
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ical departure from conventional income measurement techniques.
Indeed, the theory of adjusting for general price level changes can best
be illustrated by analyzing the relationship of such adjustments to
three bedrock income measurement principles-the definition of in45
come, historical cost and realization.
When price level adjustments are made, the basic income definition
-income equals consumption enjoyed over a given period of time
plus any accretion (or less any diminution) to net worth-is still primarily relied upon in determining which components shall be included
in income. 46 However, by adjusting for changes in the value of the
dollar, the amount consumed during the period and the net worth at
the beginning and end of the period are measured differently. While
present income measurement techniques focus on the number of dollars spent during the period and on hand at the beginning and end of
the period, price level accounting focuses on the quantum of purchasing power expended during the period and owned at the beginning and end of the period. 4 7 Thus, under conventional techniques, if
a taxpayer had $10,000 at the beginning of the year, spent $8,000
during the year and ended up with $10,500 at year end, the income
realized under the basic definition would be $8,500 [8,000 +
(10,500 - 10,000)]. However, if there have been changes in the
value of the dollar, a likely result, this $8,500 will not represent the
true increase in the taxpayer's purchasing power. Due to inflation, the
$10,500 available at year end could, in fact, be worth less than the
$10,000 available at the beginning of the year, suggesting that the
taxpayer's true gain may have been less than $8,500. Adjusting for
price level changes accounts for this factor; it does not change the
basic income definition but rather considers the value of dollars, not
just the number of dollars, in applying the definition. Under price level

45. The concepts of historical cost and realization are firmly embedded in the I.R.C.;
§ 1012 provides that the basis of property shall be its cost, which has been interpreted
to be the number of dollars exchanged to acquire the asset, and § 1001 provides that
gains in the value of assets shall be realized when the assets are sold or otherwise dis-

posed of. Cf. Eisner v. Macomber, 252 U.S. 189 (1920); Surrey, The Supreme Court
and the Federal Income Tax: Some Implications of the Recent Decisions, 35 ILL. L.
REV. 779 (1941). For the status of the basic income definition under the Internal Revenue Code, see notes 13-14 and accompanying text supra.

46. See notes 13-14 and accompanying text supra.
47.

See Paton, supra note 31, at 38-42; A P B ACCOUNTiNG PRINCIPLES, Financial

Statements Restated for General Price Level Changes, § 1071 (CCH, 1973) [hereinafter cited as STATEMENT No. 31, See id. § 1071.03.
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accounting the taxpayer will not realize income unless the purchasing

power consumed during the period plus the purchasing power avaiLable at year end exceeds the purchasing power on hand at the begin48
ning of the year.
Similarly, the principles of historical cost and realization are retained, though applied differently, when price level adjustments are

made. Under conventional income measurement techniques, an asset
has a basis equal to the number of dollars paid to acquire it; any

changes in the value of the asset are realized only when the asset is
sold or exchanged. Price level accounting still requires that an asset

have a basis equal to its original (historical) cost, but the historical
cost would be measured not by the number of dollars used to acquire

the asset, but by the value of the dollars-the purchasing powerexpended to acquire the asset. 49 Under price level accounting, changes

in the value of the asset would still be realized only when the asset is
sold or exchanged, but the gain or loss realized would be the differ-

ence between the value, not the number, of dollars received on the
sale (or exchange) and the dollars originally used to purchase the

asset.5 0
Thus, the theory of adjusting for price level changes focuses on
changes in purchasing power while retaining the basic income measurement principles. To practically implement the theory, it is neces-

48. This emphasis on value and purchasing power is essential if income is to be
accurately stated. William Paton, the accounting profession's most distinguished theorist, in criticizing the present system, stated:
It is fairly obvious that any business which fails to sell its products for a sufficient
number of dollars to recoup the purchasing power invested and consumed in the
particular period in the process of production is operating unsuccessfully and any
accounting report which shows a condition contrary is basically invalid.
Paton, supra note 31, at 40.
49. This basis of valuation is an extension, not an abandonment, of the cost principle. The asset is recorded at its original cost, which is adjusted periodically for general
price level changes. This adjusted historical cost does not represent the current value
of the asset unless the value of the asset moved exactly as the general price level moved,
a consequence which would be highly unlikely and clearly coincidental. By adjusting
for general price level changes, the valuation of the asset reflects the current purchasing power which was expended in the past to acquire the asset.
50. It is easy to confuse price level accounting and replacement cost accounting,
yet the two must be distinguished because they have completely different effects on our
present realization concept. The essential difference between replacement cost accounting and price level cost accounting is the timing of gain or loss recognition. Under the
latter, gain or loss, as under the present system, is recognized only when the asset is
sold or transferred; under the former, unrealized gains and losses are recognized during
the time the asset is held. The timing difference is not affected by changes in the value
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sary that price level indices which adequately measure changes in the
value of the dollar be developed, and that procedures for making the
adjustments be formulated. Since accountants and statisticians have
taken the lead in devising such indices and procedures, a thorough
analysis of their efforts is essential to ascertain the feasibility of adjusting for general price level changes in computing taxable income.
IV.

ACCOUNTING FOR GENERAL PRICE LEVEL
CHANGES: STATE OF THE ART

A.

HistoricalDevelopment

Henry W. Sweeney was the first accountant to propose a technique
of accounting for price level changes. In his 1936 treatise entitled
52
Stabilized Accounting, 51 Sweeney prefaced his analysis by stating:
[T] he success of the whole system of business depends upon the truthfulness of reports. The truthfulness of reports depends mainly upon
the truthfulness of accounting. The truthfulness of accounting depends
largely upon the truthfulness of the dollar-and the dollar is a liar!
For it says one thing and means another.

of the dollar resulting from inflation or deflation. However, the validity of the profit
or loss reported under either method is affected when the value of the dollar changes.
Thus, we have two distinct problems-profit and loss recognition, and profit and loss
measurement. Price level accounting focuses on the measurement problem, while replacement cost accounting focuses on the recognition problem. Some individuals have
suggested that both problems must be considered together, recommending that specific
product price indices be used to solve both problems simultaneously. See Alexander &
Solomon, Income Measurement in a Dynamic Economy, READINGS IN ACCOUNTING
THEORY 126-200 (1962). However, the prevailing opinion is that the problems can be
separately treated. This Comment concentrates on price level accounting (a measurement problem), recognizing that replacement cost (a timing problem) is a separate,
but related, issue.
51. H. SWEENEY, STABILIZED ACCOUNTING (1936) [hereinafter cited as SWEENEY].
52. SWEENEY, supra note 51, at page xi. Sweeney summarized his objections to
conventional accounting procedures which ignore price level changes as follows:
The first objection was that ordinary accounting procedure is not suitable for indicating whether an enterprise has approached near the usual goal of economic
activity, viz., increase in the general purchasing power of the owners' investment
in the enterprise. The second objection was that ordinary accounting procedures
combine figures that are not expressed in the same kind of measuring unit, thus
violating the basic mathematical axiom that, "Like added to like gives like." The
third objection was that ordinary accounting procedure is not complete because it
does not include all kinds of realized and unrealized profit and loss from changes
in the value of money.
Id. at 24.
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Although Sweeney's proposal was provocative and generated much
discussion, it was never accepted as a practical alternative to the general practice of ignoring price level changes. 53 During the 1940's, two
large American corporations, discontented with traditional depreciation procedures and high inflation, generated renewed interest in developing means of accounting for price level changes. In 1947, both
United States Steel Corporation and E. I. DuPont de Nemours &
Company created and employed accounting techniques which rejected
historical dollar costs and enabled the companies to depreciate plant
assets on the basis of their current inflated prices.5 4 However, after the
Securities and Exchange Commission, the New York Stock Exchange
and the Committee on Accounting Procedure of the American Institute of Certified Public Accountants expressed disapproval, the companies quickly abandoned these techniques and returned in 1948 to
historical dollar cost. 55 Although the two corporations were forced to
abandon their techniques, their express interest in accounting for
price level changes along with the substantial inflation of 194756
prompted the Rockefeller Foundation and the American Institute of
Certified Public Accountants to finance a study by a group of accountants, lawyers and economists to examine all aspects of business income, including the possibility of adjusting for price level changes.
The group, known as the Study Group of Business Income, published
its final report in 195257 and recommended that steps be taken to
53. For an excellent summary of the substance and history of the Sweeney proposal, see E. WILCOX, Price Fhctuations, MODERN ACCOUNTING THEORY 323-25 (M.
Backer ed. 1966) [hereinafter cited as WILCOX].
54. Id. at 325.
55. Id. at 325 n. 8, citing AMERICAN INSTITUTE OF CERTIFIED PUBLIC ACCOUNTANTS.
Depreciationand High Costs, ACCOUNTING RESEARCH BULLETIN 33 (1947).

56. One commentator summarized the effects of inflation in 1947 on industry
profits as follows:
It has been estimated that almost half of the reported profits of American Industry
in 1947, a year of unprecedented high prices following World War I1, were the
result of inflation rather than operations. Total reported profits for American Industry for that year were in the neighborhood of $17 billion. Of this amount, the
United States Department of Commerce estimates that $5.3 billion represented
increases in inventory valuations, and it was suggested elsewhere that the current
cost of plant expansion was about $2 billion in excess of the portion of original
monetary cost charged to operations.
WILCOX, supra note 53, at 322.
For a comprehensive statistical analysis of the effect of inflation on corporate profits in the steel industry during the 1940's, see Jones, Effect of Inflation on Capital
and Profits: The Record of Nine Steel Companies, 87 J. O- ACCOUNTANCY 9 (January,
1949).
57.
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accomplish the goal of expressing income in units of "equal purchasing power." Although the group generally favored the notion of
adjusting for price fluctuations,5 8 there was considerable disagreement
over the techniques that should be employed to accomplish that goal.
By the time the Study Group made public its official report, America's two major accounting associations, the American Accounting
Association and the American Institute of Certified Public Accountants, were actively engaged in selecting price indices, in devising
techniques to account for price level changes and in expressing opinions on whether and how information relating to changes in the value
of the dollar should be disclosed in financial statements. 9 The attention given the subject by these orgainzations eventually resulted in
Accounting Research Study No. 6, a comprehensive report which
clarified the meaning of adjusting for price level changes, examined
the available price indices and explored forms of disclosure. 60
Accounting Research Study No. 6 was published for the purpose of
stimulating discussion and thought within the accounting profession,
and it achieved its purpose.6 1 This attention prompted the Accounting
Principles Board, then formally charged witl the responsibility of
formulating and promulgating accounting principles for the profession,62 to issue an official statement in 1969 dealing with the subject
58. Id. at 327-28.
59. For examples of the attention given the subject of price level accounting during this period, see the authorities cited in Witcox, supra note 53,. at 329-32. See
also Staff of the Accounting Research Division of the American Institute of Certified
Public Accountants, AccoUNrNG REsEARcn S-ruy No. 6, REPORTNG THE FINCIAL
EFFECTS OF PRICE LEVEL CHANGES (1963) [hereinafter cited as STUDY No. 6]. For an
excellent summary of STUDY No. 6, see Tierney, Price-Level Adjustmeznts -Problerns
in Perspecive,116J. oFAccorTrA cv 56(Nov-, 1963).
60. STuDYNo. 6,supranote 59.
61. See Wnicox, supranote 53, at 330-32.
62. The charter creating the Accounting Principles Board states.
The general purpose ofthe Institute in the field of financial accounting should be
to advance the written expression of what constitutes generally accepted accounting principles, for the guidance of its members and of others. This means something .More than a survey of existing practice. It means continuing etfort to determine appropriate practice and to narrow the areas of difference and inconsistency in practice. In accomplishing this, reliance should be placed on persuasion
rather than on compulsion. The Institute, however, can, and should, take definite
steps to lead in the thinking on unsetlled and controversial issues.
W. MEIGS, C. JOHNSON, T KELLER, & A. MOSICH, INTERMEDIATE AccouNTING 4 (2d ed.
1968) Thereinafter cited as MEGs, TIN-ERMEDIATE ACcoUNTING]. The functions of the
Accounting Princlples Board recently "havebeen turned over to the Financial Accounting Standards Board '(FASB). The A.CPA has recently recommended to the FASB

that -corporations be required to provide supplemental information reflecting the
effects of general price level changes in annual reports to shareholders. ICurrent]
BNA SEC. REG. & LAW RPTR. A-I, Apr. 10, 1974.
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of price level changes. 63 Although the Board selected an index 64 and
specified the techniques to be used in adjusting for price level changes,
it did not hold that "generally accepted accounting principles" require
65
that such adjustments be made.
It thus appears that the official mouthpiece of the accounting profession has authorized, but not demanded, supplementary disclosure
of financial statements adjusted for price level changes. More important, however, is the fact that the profession, through research and
analysis, has selected a price index and devised techniques to account
for price level changes. In addition to providing a basis for determining if it is feasible to adjust for price level changes in computing
taxable income, the accountants' work and experience serve as the
foundation for an examination of the available indices and a description of the technique of adjusting for price level changes in computing
income.
B.

Selecting an Index

The feasibility of adjusting for price level changes in computing
taxable income turns in large part upon the availability of reliable
general price indices. Everyone knows that a dollar in 1960 was
worth more than a dollar in 1970, but this knowledge is of little value
in quantitatively measuring income unless techniques have been de66
vised to measure the actual difference in value.
63.

STATEMENT No. 3, supra note 47.

64. The Board decided that the Gross National Product Implicit Price Deflator
should be used in accounting for price level changes. Id. at § 1071.30. For a discussion
of this index in relation to the other available indices, see notes 85-92 and accompanying text infra. This choice has been recently reaffirmed. See note 62 supra.
65. In summing up its position, the Board stated:
The Board believes that general price level financial statements or pertinent information extracted from them present useful information not available from basic
historical-dollar financial statements. General price-level information may be presented in addition to the basic historical-dollar statements, but general price-level
statements should not be presented as the basic statements. The Board believes
that general price-level information is not required at this time for fair presentation of financial position and results of operations in conformity with generally
accepted accounting principles in the United States.
STATEMENT No. 3, supra note 47, at § 1071.25. But see note 62 supra.
66. For a thorough analysis of the techniques employed in computing, weighing,
selecting, and testing various price indices, see I. FISHER, THE MAKING OF INDEX NUMBERS 1-10, 43-61, 206-269 (3d rev. ed. 1927) [hereinafter cited as FISHER]. For a
limited discussion of the formulas used in computing price indices, see STUDY No. 6
supra note 59, at 81-101.
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Price indices are designed to measure such differences. The Acof Certified
counting Research Division of the American Institute
67
definition:
succinct
a
provided
has
Accountants
Public
A price index can be defined . . . as a series of measurements, expressed as percentages, of the relationship between the average price
of a group of goods and services at a succession of dates and the average price of a similar group of goods and services at a common date
.... A price index does not, however, measure the movement of individual component prices, some of which move in one direction and
some in the opposite direction.
This definition merits elaboration. Price indices are designed to measure changes in the value of the dollar as it is used by a specific group
of people. Since the dollar serves merely as a medium of exchange by
which other goods and services are transferred, its value is necessarily
dependent upon the price of the other goods and services. The theory
of a general price index is that when, on an average, the prices of
goods and services rise, the value of the dollar declines because it can
purchase less. Thus, if the average price of goods goes up ten percent,
the dollar is worth ten percent less than before the rise in prices, because the dollars can purchase less. 68 This phenomenon is inflation.
Conversely, when the prices of the various goods and services go
down, the value of the dollar goes up, because it can purchase more.
This is deflation. Price indices are designed merely to measure the
amount of inflation or deflation; any index which measures changes in
the value of the dollar has as its foundation a group of indices which
69
measures the price changes of specific goods and services.

67.

STUDY No. 6, supra note 59, at 63 (footnote omitted) (emphasis in original).

68.

To illustrate, suppose there are only four products and services available in the

economy. Assume they are equally priced and equally weighed for purposes of constructing a general price index. Assume further that product A's price increases 20%,
product B decreases 10%; service A's price increases 15%, and service B's price decreases 5%. The average price rise would be 10% [(20 - 10 + 15 - 5) - 2], and it
would take $1.10 after the change in prices to purchase what a dollar would have
purchased before the rise in prices.
69. FiSHER, supra note 66, at 2; STUDY No. 6, supra note 59, at 23; Hannum &
Wasserman, General Adjustments and Price Level Measurement, 43 ACCOUNTING REV.
295 (1968) [hereinafter cited as Hannum & Wasserman]; Searle, Toward Comprehensive Measurement of Prices, 94 MONTHLY LABOR REV. 9 (March, 1971) [hereinafter
cited as Searle].
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The Single Index Approach

To meaningfully adjust for price level changes, appropriate indices
must be available. Ideally, a single, comprehensive index which measures the "average" or "general" change in the value of the dollar for
the class of individuals and organizations that will be affected by application of the index should be used.7 0 For purposes of this analysis,
the class-all taxpayers in the United States-is exceedingly broad.
Indeed, if a single, comprehensive index must be used, our task is
identical to that previously faced by accountants, economists, statisticians and many others--to find a comprehensive general price index
which measures changes in the value of the dollar as it is used in the
United States economy.
Available literature confirms the suspicion that such an index is not
now and may never be in existence. As an economist has recently
stated: "There is no adequate comprehensive measure of price change
in the U.S. economy." 7 1 The difficulties inherent in formulating such a
comprehensive index were articulated by the economic statistician
72
F.C. Mills as follows:
The traditional purpose of the makers of index numbers has been to
measure changes in the purchasing power of money ....

Back of this

purpose lies the concept of an average defining a general price level.
All commodities and services entering into exchange would be components of such an average. The prices of all such commodities and services (or a sample fully representative of all) would make up the frequency distribution appropriate to this concept. It is now recognized
that such a distribution, which would include commodities at all stages
of production and distribution, services to producers and consumers,
wages, salaries, rents, profits, taxes, etc., would be heterogeneous in
the extreme. For the various elements in the general price system are
subject to widely diverse forces. Accordingly, no omnibus measurement of changes in prices, in the broadest meaning of that term, is now
constructed....

70. See Hannum & Wasserman, supra note 69; R. C. JONES, EFFECTS OF PRICE
LEVEl CHANGES ON BUSINESS INCOME, CAPITAL AND TAXES 1-2 (1956) [hereinafter cited
as R C. JONES]. P. MASON, PEICE LEviHi CHANGFS AND FINANCIAL STATEMENTS (1956).
71.
Searle, s,, o note 09. at 9. In I)7 I Mr. Searle was an economist at the Officc
,1 ,-nditioi.,. But- P- o I -,tor Statistics.
of PI ict-. 1id 1 ;
I,01)s 434 (3d ed. 1955).
72. 1 ( 'RI(IL'
''., .'IA [IS
,
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Whether such a comprehensive index can or will be constructed in
the future is purely a matter 'of speculation. Some economists maintain that techniques can be devised to comprehensively measure
prices;7 3 the Accounting Research Division of the American Institute
of Certified Public Accountants has recommended that additional funds
and research talent be devoted to developing such a comprehensive
74
index.
Although the perfect price index is not presently available, the conclusion that it is not feasible to. adjust for general price level changes
in computing taxable income does not necessarily follow. Other indices are available which approach the desired perfection. Indeed,
the accounting profession has apparently concluded that one of the
available indices is sufficiently adequate to justify the time and expense needed to develop the adjustment techniques to be employed
after an index has been selected.7 5 The indices which are presently
available and which have been recommended for use in adjusting for
general price level changes are the Wholesale Price Index (WPI), the
Consumer Price Index (CPI) and the Gross National Product Implicit
76
Price Deflator (IPD).
The Wholesale Price Index is published monthly by the Bureau of
Labor Statistics. It measures the average change in prices of approximately 2,200 commodities sold in large lots in the primary markets of
the United States.7 7 Although the American Accounting Association at

73.

See, e.g., Searle, supra note 69.

74.
75.

STUDY No. 6, supra note 59, at 113-15.
In its formal 1969 statement, the Accounting Principles Board decided that the

Gross National Product Implicit Price Deflator (IPD) should be used in adjusting for
price level changes. STATEMENT No. 3, supra note 47, at § 1071.30. For a discussion
of the IPD, see notes 85-92 and accompanying text infra. See also Hannum & Wasserman, supra note 69, at 297.
76. A fourth index-the Composite Construction Cost Index (CCCI)-is also available, but has never been recommended for use in adjusting for general price level
changes. The CCCI is published monthly by the Construction Industry Division, Business and Defense Services Administration of the United States Department of Commerce. The CCCI constitutes a weighted average of the various increases in construction costs. See STUDY No. 6, supra note 59, at 74 n.8, citing Business Statistics, 1959
Supplement to the SURVEY OF CURRENT BUSINEsS at 219. Unlike the Consumer Price
Index (CPI) and the Wholesale Price Index (WPI), the CCCI is a unit-input indexthat is, it measures the changes in input costs, of which wages and materials are the
most important. STUDY No. 6, supra note 59, at 75. The narrow scope of the CCCIconstruction costs--suggests that it would not be adequate for purposes of adjusting
for general price level changes. Id. at 106-07.
77. STUDY No. 6, supra note 59, at 72-73.
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one time recommended that the WPI be used in accounting for general price level changes,7 8 the modern trend has been to reject the
Index in making such adjustments.7 9 The major criticisms of the WPI
are: (1) It is not derived from a true sample of prices in the primary
markets; (2) it is not directly identified with, or related to, any particular group of consumers or businesses in the economy; and (3) its universe has not been adequately defined, although it clearly does not
include "goods and services in general. ' 80 In addition, the scope of the
WPI is narrow; it ignores price changes in the construction and trans81
portation industries and price changes at the retail level.
The Consumer Price Index would appear to be superior to the
Wholesale Price Index for our purposes. Unlike the WPI, it has a
definite frame of reference-it measures the price changes of approximately 300 selected goods and services which are purchased daily by
wage earners living in urban localities. 82 The CPI seeks to measure
the effect changes in the value of the dollar have upon ordinary consumers, and this characteristic, in and of itself, has prompted some to
contend that it is the proper index to be used for purposes of adjusting
83
for general price level changes.

78. See Hannum & Wasserman, supra note 69, at 297 and authorities cited therein.
The American Accounting Association noted that "undoubtedly a better index can be
developed, and will be as soon as the need becomes apparent." Id. at n.7.
79. See, e.g., Hannum & Wasserman, supra note 69, at 301; Hearing Before the
Subcomm. on Economic Statistics, 79th Cong., 1st Sess., pt. I at 61-65 (1961) [hereinafter cited as Government Price Statistics].
80. Hannum & Wasserman, supra note 69, at 301.
8 I. STUDY No. 6, supra note 59, at 104. The Bureau of Labor Statistics recognizes
the WPI's limitations:
The index is designed to measure change, not absolute levels of prices, and the
quotations used in the index for individual commodities do not necessarily measure
the average dollar and cents levels of prices. The index is not a true measure of
the general purchasing power of the dollar-it does not include prices at retail,
prices for securities, real estate, services, construction, and transportation. Even at
the whole or primary market levels, the index, while a good approximation. is
not a perfect measure-since it is based on a relatively small sample of many
commodities which flow through these markets.
Government Price Statistics, supra note 79, at 9 1.
82. R. C. JONES, supra note 70, at 179; STUDY No. 6, supra note 59, at 102.
83. R. C. JONES, supra note 70, at 170. As stated by Professor Jones:
The Index of Consumer Prices seems to be the best general index number. ...
While no index number can measure changes in the value of the dollar with precision, there are good reasons for believing that for this purpose the Consumers'
Price Index is superior to any other currently available index. The dollar itself is
a pure abstraction-its attachment to gold, at least for domestic transactions, is
too tenuous to deserve serious consideration. This abstraction or symbol, therefore, is worth what people think it is worth . . . . Even though the proportions
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Although the CPI has its supporters, it contains an inherent
deficiency-its scope is limited to retail purchases by wage earners.
Whether such an index is appropriate for making adjustments in corporate income statements is certainly questionable. While some think
the CPI is appropriate, the accountants8 4 opted for the last index
to be considered-the Gross National Product Implicit Price Deflator.
In theory, the IPD is not an index at all. It is a quarterly by-product
which results from deflating the 100 components that make up the
Gross National Product. 85 Each of these components is deflated by
using the many available indices, including the *twoindices previously
discussed.8 6 The IPD's object is to permit a reliable comparison of the
physical volume of goods and services produced in different periods,
a goal which can be reached only if the inflation factor is eliminated
from each component. The IPD is derived by dividing the total expenditures valued at current prices by the total expenditures valued at base
87
period prices.
The Implicit Price Deflator is comprehensive; certainly its scope is
far beyond that of the other available indices. However, there is a
deficiency which prevents the IPD from even being classified as a
price index-the relative weight given each component shifts each
year according to the changes in the aggregate dollar magnitude of
that component in relation to the other components. Thus, the IPD
reflects not only changes in prices, but also changes in the composition of goods and services.8 8
This deficiency has disturbed many economists.8 9 For example,
Professor Bachman has stated, "Because of its infirmities as a price
and qualities of goods and services purchased may vary widely from place to

place, from one income group to another, and from person to person, it is still
true that for all persons the Consumers' Price Index covers a large area of com-

mon experience. . . . Thus the Consumers' Price Index is the best objective measurement of what people have in mind when they speak of a change in the value
of the dollar.
84.

STATEMENT NO. 3, supra note 47, at § 1071.30.

85. Searle, supra note 69; Hannum & Wasserman, supranote 69, at 300.
86.

In terms of the base year weights, the IPD relies on the CPI for 46% of its

coverage and the WPI for 12% of its coverage. See Searle, supra note 69, at 22 n.2,
citing Subcomm. on Economic Statistics, Joint Economic Committee, 89th Cong. 2d
Sess., Inflation and Price Indices (1966) [hereinafter cited as Inflation and Price
Indices].
87. Searle, supra note 69, at 22 n.4.

88. For discussions on the effect of this deficiency, see Hannum & Wasserman,
supra note 69, at 300.
89.

Id.
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index, the total [IPD] does not provide a good measure of general
price inflation." 90 On the other hand, the accountants, impressed by
its comprehensive scope, decided that the IPD should be used in adjusting for general price level changes. 91 Further support for using the
IPD as the one general price index stems from the fact that its in-'
herent deficiency is apparently being remedied. In 1969, the Office of
Business Statistics began publishing a fixed-weight IPD dating from
1965.92 Although this fixed-weight index covers only a few years (rela-

tively), it appears to be the most comprehensive price index presently
available.
To recap the previous discussion, it appears that no one index is
presently available which accurately measures changes in the general
purchasing power of the dollar. Yet the unreasonableness of the present income measurement techniques, which totally ignore changes in
the value of the dollar, has prompted many to discount the infirmities
of the Wholesale Price Index, the Consumer Price Index or the Implicit Price Deflator and to recommend that one of these indices be
used for purposes of reporting changes in the value of the dollar. This
recommendation has merit. Beyond this approach, however, another
alternative is available-a multi-index approach.
2.

A Proposal:A Multiple Index Approach

The general assumption that the single index which best approximates the overall change in the value of the dollar (the IPD) should be
used for all adjustments ignores the multiple index approach. More
than one index could be used for purposes of computing taxable income; one index could be used for one class of taxpayers (individuals), while another index could be used for a different class (business
corporations). For purposes of income taxation, use of more than one
index may be preferable. As Professor Jones noted, 93 the Consumer
Price Index is the "best objective measurement" of what the average
individual has in mind when speaking about changes in the value of
the dollar. The CPI would be particularly well-suited to the wage-

90.
91.
92.
93.

894

Id. at n.12. quoting Professor Bachman.
STATEMENT NO. 3, supra note 47, at § 1071.30.
Searle, supra note 69, at 9.
See note 83 supra.
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earning, individual taxpayer. On the other hand, depending on the
particular activity, the Implicit Price Deflator, the Wholesale Price
Index, or perhaps even the Composite Construction Cost Index94 may
be more appropriate for the self-employed individual or the business
corporation. It would appear that given congressional authorization,
the Department of Treasury could promulgate regulations which
would subject different classes of taxpayers to different price indices,
depending on which index is most suitable to the particular class. Although different classes of taxpayers would be subject to different indices, the system would be designed, perhaps more efficiently than the
single index system, to minimize the effect of changes in the value of
the dollar on all taxpayers' incomes-a result which is in perfect
harmony with the goal of horizontal equity.
At the outset, however, a word of caution is necessary. Undoubtedly if a multi-index system were adopted, specific industries might
take an interest in devising new indices to more precisely measure the
effect of changes in the value of the dollar on their taxable income.
Such an interest in developing new indices should generally be encouraged, for it might lead to more useful and reliable indices than are
presently available. However, it is vital that any index which is eventually adopted to adjust taxable income must be applicable to a large
segment of the economy. If a particular industry were to develop its
own index, it is very possible that the specific index could be manipulated. In addition to reflecting the effects of inflation on the industry,
the index may reflect variations in prices stemming from changes in
the supply and demand for the specific goods and services. 95 Such a
result must be avoided, because price variations resulting from
changed market conditions or technological changes represent real
gains and losses, which must be recognized for tax purposes. If the
index is too narrowly drawn and includes price variations resulting

94. See note 76 supra.
95. Hannum & Wasserman, supra note 69, at 298. Professor Moonitz pointed out
the importance of using general indices which tend to reflect changes in the value of

the dollar as opposed to changes in the prices of specific goods and services as follows:
Unless the changes in the general price level are known, and the accounts restated
for their effects, no determination can be made of the extent to which the changes
in specific prices represent a mere restatement of capital or a genuine profit or loss,
realized or unrealized as the case may be.
Moonitz, General vs. Specific Price Changes: A Note, J. oF AccoUNT0 REs. 253, 254

(Autumn, 1965).
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from changed market conditions, horizontal equity may be more difficult to attain than under the present system.
Arguments against the use of a multi-index system undoubtedly
exist. It could be argued that use of multi-index system is contrary to
the purpose of adjusting for general price level changes-to uniformly
eliminate the effects which changes in the value of the dollar have on
taxable income. Since different indices are being used, they must represent something more or less than just the changed value of the dollar.
Theoretically, the argument is sound; if the change in the value of the
dollar could be accurately measured and reflected in one index, that
index should be used. But practically, no such index presently exists
-and there is real doubt it ever will exist. 96 Therefore, use of a
multi-index system would be preferable if it better approximates the
ultimate goal of accurately measuring general price level changes
than would use of a single imperfect index.
In summary, it is clear that a perfect index which will permit precise adjustments for general price level changes for all taxpayers is not
presently available. Nevertheless, it may still be feasible to adjust for
price level changes in computing taxable income. The inequities inherent in the present system, which ignores changes in the value of the
dollar, could be alleviated in part either by using the Implicit Price
Deflator, a comprehensive index (which is presently being improved)
for all adjustments or using a multi-index system, whereby various
indices applicable to large segments of the economy are used for different taxpayer classes.
C.

Technique of Adjustment

Once an index or group of indices is selected, techniques for
making the adjustments must be developed and employed. Accountants have devoted a substantial amount of time and effort in devising
such techniques: The results of their labors are succinctly set forth in
the 1969 statement of the Accounting Principles Board. 9 7 The following steps should be used in making the adjustments:
96. See notes 71-74 and accompanying text supra.
97. STATEMENT No. 3, supra note 47, at § 1071-Appendix C. The following discussion of the steps to be followed in making the adjustments is a synthesis of the nine
steps found in Appendix C. Some of the steps have been deleted because they are not
relevant to adjusting income for the current year.
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1. Identify all monetary and nonmonetary assets and liabilities.
Assets and liabilities are classified as "monetary" for purposes of adjusting for price level changes "if their amounts are fixed by contract
or otherwise in terms of numbers of dollars regardless of changes in
specific prices or in the general price level."'9 8 Examples include cash,
accounts and notes receivable, accounts and notes payable, and
long-term debt. This classification is necessary because taxpayers who
hold monetary assets and liabilities gain or lose purchasing power
whenever the value of the dollar changes. Thus, if X has $1,000 in
cash at the beginning of the year and $1,000 in cash at the end of the
year and inflation occurs during the year, a loss in purchasing power
results because the same amount of cash will buy less at the end of the
year. Similarly, if X owes $1,000 at the beginning and at the end of
the year, and inflation occurs, a gain in purchasing power results because it would take less purchasing power to pay off the fixed obligation. Equivalent "inflationary" gains and losses do not result from
holding nonmonetary assets, such as equipment, because their value is
not fixed by contract or otherwise.
2. Analyze all nonmonetary items in the balance sheet sold or otherwise disposed of during the current year to determine when they or
their component parts were purchased. It is imperative that the acquisition date of nonmonetary assets be available because their basis
must be adjusted to reflect the extent to which the value of the dollar
has changed between the date of acquisition and the date of disposition.
3. Analyze all revenue, expenses, gain and loss items in the income
statementfor the current year to determine the historical origin of the
amounts which ultimately resulted in charges and credits to income,
restating the same in terms of current dollars as of January 1 of the
taxable year, and recompute income.9 9 In restating the income statement accounts in terms of "current" dollars as of January 1 of the

98. Id.§ 1071.18.
99. This recommendation that income be restated as of January 1 of the current
year is different than the date required by the Accounting Principles Board. The Board
requires that income be restated in terms of current dollars at the latest Balance Sheet
date. For tax purposes the January 1 recommendation is preferable for two reasons:
All taxpayers will restate their income in terms of the same dollar value, a result required by the policy of horizontal equity, and by fixing the value date on January 1, all
calendar year taxpayers will be able to accurately compute their quarterly income so
as to meaningfully estimate their tax liability.
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taxable year, three procedures will typically be employed. First, all the
income and expense accounts which represent cash received or disbursed during the year need to be restated to reflect the amount of
purchasing power on January 1 which was in fact received or expended during the year. Thus, if during an inflationary period, a calendar year taxpayer received $90 in mid-year, that income reported
on the adjusted statement would be something less than $90 because
the purchasing power of $90 in mid-year would be less than at the
beginning. The converse would be true for expenses. Second, all the
expense accounts which represent depreciation or amortization of
business assets would have to be adjusted to reflect the fluctuation in
the value of the dollar which occurred during the year. This would be
accomplished by adjusting the basis of the asset by the extent of the
fluctuation of the value of the dollar between the date of acquisition
and January 1 of the taxable year. This basis, adjusted for price level
changes, would then be depreciated. Third, the gain on assets actually
sold or transferred during the taxable year would have to be adjusted.
The procedure used would be identical to that used by taxpayer A in
the example stated earlier. 100
4. Restate assets and liabilities as listed on the balance sheet at year
end in terms of current dollar values as of January 1 of the taxable
year and compute the monetary gain or loss. Present tax accounting
principles ignore monetary gains and losses which result solely from
holding assets or liabilities whose amounts are fixed by contract or
otherwise. As price level accounting is designed to measure changes
in a taxpayer's purchasing power, these inflationary gains or losses
cannot be ignored. The monetary gain or loss is computed simplysubtract from the net amount of the year-end monetary accounts (restated in terms of January 1 prices) the total of a Source and Applications of Funds Statement (whose components are also restated in
terms of January 1 dollar values).10 1
5. Add the amounts computed in steps 3 and 4 to arrive at the adjusted income for the current year.
For purposes of this analysis, an illustrative application of these
steps is appropriate. Assume the following to be the historical cost

100.
101.
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See notes 21-23 and accompanying text supra.
See note 105 infra.
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Balance Sheet and Income Statement of Inflatax, Inc., for the calendar year ending December 31, 1972:
Balance Sheet
Balances
1/1/72 12/31172
Cash in Bank
Accounts Receivable
Land-Blackacre (Purchased 11/48)
Land-Whiteacre (Purchhsed 1/1/48)
Furniture and Fixtures (Purchased 11/60)
Accum. Depreciation-Furniture and Fixtures

$ 1,000 $ 7,000
1,000
1,500
10,000

-

20,000
10,000

20,000
10,000

(2,000)

(3,000)

40,500

35,000

Accounts Payable
Long-term Debt

500
20,000

1,000
8,000

Total Liabilities
Capital-l10 shares, $1,000 par
Retained Earnings

20,500
10,000

9,000
10,000

10,000

16,000

Total Owner's Equity
Total Liabilities and Owner's Equity

20,000
40,500

26,000
35,000

Total Assets
Liabilitiesand Owner's Equity

Income Statementfor 1972

Sales Revenue
Expenses:
Operating Expenses
Depreciation
Interest
Operating Gain
Gain on Sale of Blackacre
Proceeds from Sale
Historical Cost
Net Income for 1972

$20,000
13,000
1,000
2,000

16,000

4,000
12,000
(10,000)

2,000
$ 6,000
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During 1972, Inflatax received its sales revenue and incurred its
operating and interest expenses evenly throughout the period. Blackacre was sold on April 1, 1972. Assume the following is the Implicit
Price Deflator Index, with a base period of 1/1/72:102
Conversion Factor
1.80
1.50
1.00
.98
.90
.95

1/l/48
I1/1/60
1/1/72
4/1/72
12/31/72
Average during 1972

The first step requires that all monetary assets and liabilities be
identified. Included in this class would be the Cash in Bank, Accounts
Receivable, Accounts Payable and Long-term Debt. The other assets
are nonmonetary assets.
Regarding Step 2, the only nonmonetary asset sold during the year
was Blackacre, which was purchased on January 1, 1948. Its historical
cost expressed in January 1, 1972, dollars would be $18,000 (10,000
x 1.8).
Step 3 requires that the income and expenses be restated in terms of
January 1, 1972, dollars. The adjustment would be as follows:
Income Statement Adjusted for
Price Level Changes
Conventional Con version
A mounts
Farctor
$20,000
.95 103

Sales Revenue
Expenses:
Operating Expen ses
Depreciation
Interest Expense

13,000
1,000
2,000

.95

Adjusted
A mounts
$19,000
12,350
1,500104

.95

1,900

Operating Gain

4,000

3,250

Gain on Sale of Blackacre
Proceeds from Sale
Historical Cost

12,000
10,000

11,760
18,000

Gain or Loss
Gain or Loss

900

2,000
$ 6,000

(6,240)
$(2,990)

Adjusting Taxable Income for Inflation
Note that the difference in income between the conventional and
adjusted figures is $8,990. In light of the three procedures discussed
earlier, this figure can be broken down as follows: (1) In restating the
income and expense accounts which represent cash amounts received
or disbursed during the period (Sales Revenue, Operating Expenses,
and Interest Expense), the income was reduced by $250 [(19,000 (12,350 + 1,900) - (20,000 - (13,000 + 2,000))]; (2) the
depreciation adjustment resulted in a decrease of $500 (1,500 1,000); and (3) the adjustment of the gain on the sale of Blackacre
was most significant, resulting in a decrease of $8,240.
Step 4 requires that the general purchasing power gain or loss on
holding monetary assets and liabilities be computed. This is accomplished by restating the monetary accounts at year-end in terms of J anuary 1, 1972 dollars. A Source and Application of Funds Statement' 0 5 is then prepared for the year and its components are restated
in terms of January 1, 1972 dollars. The total of the Source and Applications of Funds Adjusted Statement is then deducted from the
year-end restated balances to arrive at the purchasing power gain or
loss. To illustrate:

102. These hypothetical index numbers are being used simply for purposes of illustration and bear no relationship to the actual changes reflected during the period. The

Deflator is normally expressed as a percentage of the base year value but to facilitate
computations, the reciprocal of the Deflator has been used.
103. Use of the average inflation factor during 1972 is justified because of the
assumption that all sales were received evenly throughout the period. The same holds
true for the operating expense and interest expenses. The effect of this adjustment is to
say that because of inflation, $19,000 on the first day of the year is equal to $20,000
earned evenly throughout the period.
104.

The furniture and fixtures have a ten year depreciable life. The historical cost

of furniture and fixtures expressed in 1972 dollars is $15,000 ($10,000 X 1.50). The
depreciation for 1972 should thus approximate $1500 ($15,000 - 10).
105.

A Source and Application of Funds Statement is designed to reflect the

changes in the net balances of the monetary assets during a period by setting out in
detail the sources from which funds were received during the period and the expenditures made during the peiod. For further explanation, see MEIGS, INTERMEDIATE AcCOUNTING, supra note 62.
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Restatement of 12/31/72 Monetary Accounts

Cash
Accounts Receivable
Accounts Payable
Long-Term Debt

12/31172
Unadjusted
7,000
1,000
(1,000)
(8,000)

Conversion
Factor
.90
.90
.90
.90

Total

(1,000)
Source and Application of Funds
Statement for 1972-Adjusted
Unadjusted Conversion
Factor
I/1/72 Balance Monetary
Accounts
(18,000)
Sources of Funds:
Sales
20.000
.95
Proceeds from Blackacre Sale 12,000
.98
Subtotal
Application of Funds
Operating Expenses
Interest Expense
12/31/72 Balance Monetary
Accounts

14,000
13,000
2,000

(1,000)

Gain on Monetary Assets
12/31/72 Accounts Restated
Less: Restatement of Source and
Application of Funds
Gain on Holding Monetary Accounts

12/31/72
Adjusted
Balance
6,300
900
(900)
(7,200)
(900)

Adjusted

(18,000)
19,000
11,760
12,760

.95
.95

12,350
1,900

(1,490)

(900)
(1,490)
$ 590

This gain on monetary assets was to be expected, because the Company held more monetary liabilities than assets during an inflationary
period.
Step 5 simply requires that the amounts computed in Steps 3 and 4
be added to arrive at the income adjusted for price level changes. In-
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flatax, Inc.'s income adjusted for general price level changes for 1972
would actually be a loss of $2,400 (2,990- 590).
As illustrated by the foregoing hypothetical, the accountants have
devised techniques which make it possible to accurately adjust for
price level changes once an index has been selected. But as further illustrated, even for a simple business, the computations may be complicated. For modem business transactions involving multiple inventory valuation methods, subsidiary accounting and the like, the computations can be exceedingly complex.

V. ADJUSTING FOR PRICE LEVEL CHANGES
IN COMPUTING TAXABLE INCOME:
THE PRACTICAL PROBLEMS
Selecting the appropriate price index or indices and devising computation techniques pose formidable technical problems. If the decision is made to adjust for general price level changes in, computing
taxable income, these problems can probably be overcome. However,
two additional practical problems must be confronted in ascertaining
the feasibility of adjusting for price changes in computing taxable income: Whether adequate historical records are available and can be
supplemented, and whether taxpayers can realistically be expected to
make the calculations called for by such adjustments. Heretofore, the
attention given the subject of adjusting for general price level changes
has come exclusively from the accounting profession,' 08 whose bread
and butter is made by auditing financial statements of corporations
whose financial resources are presumably sufficient to permit them to
accumulate the raw data necessary to prepare the price level adjustments.107 Yet, every individual with an income in excess of $750,
nearly every corporation, and every fiduciary of an estate or trust is
required to file a tax return. 108 Therefore, in considering the feasibility
of adjusting for price level changes in the tax arena, the practical
problems of accumulating the necessary data and making the appropriate calculations for small and/or unsophisticated taxpayers become
acute.
106.
107.

See notes 54-104 and accompanying text supra,
See W, MEIGS & E. LARSON, The Role of the Auditor in the American-Econ-

oify, PRINCIPLES oF AUDITING 1-33 (1968).

108.

I. R, C. § 6012(a),

903

Washington Law Review
A.

Vol. 49: 873, 1974

Availability of Adequate Records

At a minimum, the following information concerning the financial
affairs of taxpayers must be available in order to adjust for general
price level changes:
1. A record of the taxpayer's income and expenses which adequately provides a basis for accurately computing taxable income
under the present InternalRevenue Code.
2. A record of the quarter in which the various income and expense
items referred to in (1) were received or incurred. This information is
needed in order to restate the amounts received or expended in terms
of the value of the dollar on the first day of January of the applicable
year. Thus, during an inflationary period, a dollar of salary income in
the first quarter would have more purchasing power than a dollar received in the fourth quarter; the adjustment would account for this
difference. Since the Implicit Price Deflator is published quarterly, 109
it is doubtful that time periods of less than three months could be used
to make these adjustments. However, since the Consumer Price Index,
the Wholesale Price Index and the Composite Construction Cost
Index1 10 are published monthly, it is conceivable that under a multiindex system monthly time periods could be used for those segments
of the economy subject to these indices. Nevertheless, the increased
precision gained by using monthly, as opposed to quarterly, computations would necessitate large amounts of extra work and would be insignificant except in times of high inflation (i.e., one percent per
month)."' Also, it should be noted that this information requirement
could be dispensed with if the decision was made to focus solely on
annual fluctuations of the dollar and to ignore quarterly fluctuations.
3. A record of the acquisition dates of all assets disposed of during
the taxable year. Although this information is already reported on
Schedule D, form 1040, under the present Code the date of acquisition has no effect in computing the gain or loss. The gain or loss
simply represents the difference between the number of dollars spent
1 12
for the asset and the number of dollars realized on its disposition.
Since price level accounting focuses on the purchasing power of the
dollars received and expended, the acquisition dates are critical, for
109.
110.
111.
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See note 85 supra.
See STUDY No. 6, supra note 59, at 70-78.
As noted earlier, changes in the value of the dollar have not resulted from
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the basis of the asset must be adjusted to reflect the change in the
value of the dollar between the date of acquisition and the first day of
January of the year in which the sale takes place.
4. A record of the acquisitiondates of all assets subject to amortization or depreciation.These dates are essential for reasons very similar
to those expressed above. The amortization or depreciation of an asset
can reflect an accurate write-off of the purchasing power expended to
acquire the asset only if the basis of the asset is annually adjusted to
reflect the change in the value of the dollar between the date of acquisition and the first day of January of the applicable year.
5. A record of the substance and the date of each transaction
during the taxable year which produced a change in the monetary
accounts. Such a record would be necessary to precisely construct and
restate in terms of the value of the dollar on the first day of January of
the taxable year a Source and Applications of Funds Statement for
the monetary accounts. The construction of such a statement is essential if the entity's monetary gain or loss is to be accurately computed."l 3 For purposes of reporting the time of these transactions,
a quarterly grouping of the transactions would probably be sufficient.
The critical question is: Can taxpayers realistically be expected to
maintain these five kinds of records? Certainly any corporation which
is required by law to keep complete books and records would have the
necessary data." 4 Assuming minimum internal controls, a corporation's general ledger and subsidiary journals (e.g., cash receipts, cash
disbursements, general entry) would provide adequate records for
making the basic adjustments. 115 Similarly, fiduciaries charged with
the responsibility of managing trusts or estates are generally under an
affirmative duty to keep historical records; 1 6 these records presumlarge, sudden fluctuations. Instead, the dollar has lost its value through gradual, small
changes each year. See note 19 supra. But see note 3 supra (inflation rate over I% a

month in early 1974).
112.

Of course, the date of acquisition is relevant under the present Code to the

extent it is needed to ascertain whether the asset has been held six months. See, e.g.,
I.R.C. § 1222.
113. For an illustration of how the monetary gain or loss is computed by use of an

adjusted Source and Application of Funds Statement, see note 105 and accompanying
text supra.
114.

Typically, state corporation acts expressly require that all chartered corpora-

tions maintain a complete set of books and records. See, e.g., WASH. REV. CODE
23A.08.500 (1963).

115. However, corporations could encounter problems in accumulating historical
data for complex transactions, such as those including subsidiary corporations or pooled
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ably would be sufficient for making the basic general price level adjustments. Unincorporated businesses which maintain a general
ledger, post monthly or quarterly subsidiary journals, pass all significant cash transactions through a business bank account and adhere to
other basic internal controls would be able to produce the historical
data needed to make the adjustments.
For individual taxpayers, however, the problem of gathering adequate data for making the adjustments could be very troublesome.
Unlike businesses, individuals generally do not keep detailed financial
records. The first four items referred to earlier1 17 presumably could be
gathered periodically by each individual taxpayer without too much
difficulty. In addition to the information presently required to compute an individual's annual tax liability, the first four steps merely
require that the annual income and expense items be grouped by
quarter and that the acquisition dates of all assets be kept. Nevertheless, for a number of reasons, the information required by the fifth
step above may be difficult for many individuals to produce. First,
since most individuals do not prepare balance sheets for themselves,
they may have difficulty ascertaining their net balance of monetary
assets and liabilities at any particular point in time. Whereas most individuals would have no difficulty ascertaining their monetary assets,
which in most cases would consist simply of bank balances and cash
on hand, they may have problems determining the principal balances
of all their liabilities.1 1 8 Second, unlike most businesses, individuals
are much more prone to use currency, rather than checks, in carrying
on their affairs. Individuals who have cashed their paychecks and then
spent the actual currency would be hard-pressed to rely on their
checkbook, which may be their only periodic financial record, for a
complete accounting of their monetary transactions. And finally,
many individuals simply do not have the time, knowledge or desire to
companies. The participants in the A.I.C.P.A.'s field test noted that such transactions
posed a problem because they were consummated before the participants realized that
additional information may be needed for purposes of making such adjustments as part
of the field test. Nevertheless, the corporate participants in the field test concluded that
maintenance of appropriate records was not a problem. Rosenfield, supra note 26, at 50.
116. A. GULLIVER, E. CLARK, L. LUSKY, A. MURPHY, GRATUITOUS TRANSFERS 738
(1967); T. ATKINSON, LAW OF WILLS § 142 (1953); 2 ScoTr ON TRUSTS § 220 (2nd Ed.

1956).
117. See text accompanying notes 109-112 supra.
118. Such liabilities may include mortgages, auto installment purchases, consolidated debt payment loans, credit card "revolving" liabilities and the like.
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keep accurate records of their daily monetary transactions. The
volume of checks drawn on accounts with insufficient funds certainly
attests to this fact.
Although the difficulties noted above suggest that individual taxpayers may not have the information required to construct a Source
and Application of Funds Statement, it is not necessary to conclude
that their monetary gain or loss cannot be reasonably approximated.
It must be remembered that the information called for in step 5 above
is only needed to compute the monetary gain or loss. Since it is reasonable to expect that at best only quarterly changes in the value of
the dollar would be considered in making price level adjustments, a
taxpayer's monetary gain or loss could be computed if the net balance
of his monetary assets and liabilities could be determined at the end of
each quarter, even though the transactions giving rise to the changes
in the balances from one quarter to the next are not ascertainable.
The problems individual taxpayers may have in determining the
quarterly principle balances of their liabilities could be overcome by
requiring creditors to send quarterly statements to noncorporate debtors indicating the principal balance due, in much the same way employers are now required to send their employees annual W-2 forms.
Since it seems reasonable to expect that individual taxpayers could
determine the quarterly balances of their monetary assets, the information supplied by the creditors would provide a basis for computing
the monetary gain or loss from the quarterly net balances of monetary
assets and liabilities. The computation can be illustrated as follows:
Suppose taxpayer A had net monetary assets of $100 on the first day
of January, $300 on the first day of April, $200 in the first day of
July, $500 on the first day of October and $700on the last day of
Decembef. His monetary gain or loss for the year would be computed
as follows, assuming the value of the dollar decreased two percent in
each quarter:
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Computation of Taxpayer A's Monetary Loss
12/31 balance restated as of January 1:
700 x 92
$ 644
Less: Adjusted Quarterly Changes
January 1 balance
100
Increase in first quarter-adjusted: 200 x .98
=
196
Decrease in second quarter-adjusted: 100 x .96 =
(96)
Increase in third quarter-adjusted: 300 x .94 =
282
Increase in fourth quarter-adjusted: 200 x .92 =
184
666
Monetary loss
$ (22)

In summary, it appears that most taxpayers realistically can be expected to provide the data necessary to make adjustments for general
price level changes in computing taxable income. However, for individual taxpayers, it probably will be necessary that creditors assist in
supplying the information needed to compute the monetary gain or
loss and that the computation technique be modified so as to consider
only unreconciled changes in the quarterly balances.
B.

Practicalityof Taxpayers Making the Adjustments

The feasibility of adjusting for price level changes in computing
taxable income in large part turns upon the practicality of requiring
taxpayers to make the necessary adjustments. As illustrated by the earlier hypothetical involving Inflatax, Inc., 119 the computations can be
complex even for a small, unsophisticated business.
Can taxpayers realistically be expected to make these calculations?
Corporations, unincorporated businesses, estates and trusts which
regularly employ accountants or hire professionals to prepare their tax
returns could realistically be expected to make the calculations. Although the accounting profession does not presently require that adjustments for price level changes be made in preparing audited financial statements,1 20 most accountants who have completed a basic undergraduate study of accounting have been briefly exposed to the
theory and, in many instances, the mechanics of making the adjust-

119.
120.
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See text surrounding note 102 supra.
STATEMENT No. 3, supra note 40, § 1071.25.
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ments. 121 Furthermore, accounting literature discussing the mechanics
of making the adjustments is available to inexperienced accountants
122
or lawyers.
However, the problem of computing the adjustments, like the
problem of gathering the relevant data, becomes more difficult when
viewed from the perspective of the individual taxpayer. For the
common wage-earning individual taxpayer, it would be necessary as a
minimum to restate quarterly income and deductible expenses in
123
terms of dollar values on the first day of January of the taxable year
and to compute monetary gain or loss.' 2 4 Although these computations are complex, several important considerations indicate that taxpayers can be expected to make the necessary adjustments on their
individual returns.
First, the majority of individual taxpayers already are turning to
outside professionals for assistance in preparing income tax returns. In
a December, 1972, speech (then) Internal Revenue Commissioner
Walters 25 stated that for the tax period ending December 31, 1971,
over one-half (or nearly forty million) of the individual taxpayers who
filed returns received outside assistance from a nongovernmental
source.
Second, the Internal Revenue Service has expanded its role in assisting individual taxpayers who need help in preparing tax returns. In
the speech referred to above, Commissioner Walters noted that most
individual taxpayers already need assistance and stated that under his
instructions district and local Internal Revenue offices would expand
their personnel and office hours to more adequately assist individual
taxpayers during the 1973 filing season. The Commissioner has ap126
parently kept his word.
Finally, the availability of easy-to-follow forms for other compli121. Intermediate accounting textbooks generally have a discussion on the theory of
making such adjustments. See, e.g., MEIGs, INTERMEDIATE ACCOUNTING supra note 62,
at 78-80, 323-24. Also, any accountant desirous of passing the C.P.A. exam must be
thoroughly familiar with the statements of the Accounting Board, one of which deals
exclusively with the theory and mechanics of making the adjustments. STATEMENT No.
3, supra note 47.
122. See, e.g., notes 51, 53, 55, 56, 59, 60, 63 supra.
123. As noted earlier, adjustments for quarterly fluctuations in the value of the
dollar presumably would be sufficient. See text accompanying notes 109-11 supra.
124. See text preceding note 119 for an illustration of how an individual taxpayer's
monetary gain or loss may be computed.
125. Speech to the Nineteenth Annual Institute of Federal Taxation, Dec. 1, 1972.
126. For example, weekly office hours in the Seattle Internal Revenue District
Office were expanded eight hours during the filing season to provide night and weekend
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cated computations suggests that adjustments for price level changes
can be expected of individual taxpayers. The mechanics of adjusting
for general price level changes are no more complex than the steps
required to compute long-term capital loss carryovers or to average
income under section 1301,127 and simple step-by-step forms have
been devised to make these latter computations comprehendible.1 28
Although a taxpayer may not be able to appreciate the significance of
each step on the form, he nevertheless can read and follow the detailed instructions. Similar forms could easily be devised to assist the
individual taxpayer to adjust for price level changes in computing
taxable income. For example, price level adjustments for the sale of
capital assets could be facilitated by adding two columns to schedule
D, form 1040, to reflect the basis of the property sold as adjusted for
price level changes and the purchasing power value on the first day of
January of the amount realized. As a final example, a schedule similar
to the following could be used to assist the wage earner in adjusting
his wage income:
Quarterly129
Index

Salary or Wages
Per W-2

First Quarter
Second Quarter
Third Quarter
Fourth Quarter

x
x
x
x

.99
.97
.96
.94

Adjusted
Income
-

=

Add adjusted balances and enter on line 11, form 1040
VI.

CONCLUSION

This Comment has focused on the issue of whether it is feasible to
adjust for fluctuations in the value of the dollar in computing taxable
service. In addition, to make sure tax preparation assistance was readily available during office hours, approximately 60 employees were used to give advice over the phones
while another 15-20 employees answered over-the-counter questions of taxpayers who
came to the office for assistance. Also, during the 1973 filing season, 29 districts were
added to the list of districts which offer toll-free advice to taxpayers who do not live
near an I.R.S. office. This activity by the government reflects a realization that individuals must presently be given assistance in preparing their returns if the INTERNAL REVENUE CODE is going to be sufficiently complex to accomplish the social policies of taxation. Interview with Bernice Landrey, Public Affairs Director, Seattle District Internal
Revenue Office, April 30, 1973.
127. I.R.C. §§ 1211, 1212, 1301-05. Any law student who has studied these sections
can attest to their complexity.
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income. Its purpose was not to exhaust all the technical aspects of
such a drastic innovation; rather, the intent was to introduce into the
tax arena an issue of immediate concern to all taxpayers-inflation.
As such, this Comment offers the following conclusions: (1) There is a
need to make such adjustments because the present practice of ignoring changes in the value of the dollar precludes the possibility of
meaningfully relating the true income of one taxpayer-his increase
or decrease in purchasing power-with that of another taxpayer; (2)
the theory of adjusting for price level changes is to focus on the value
rather than the number of dollars while still applying the basic income definition and the fundamental tax principles of historical cost
and realization; (3) the perfect general price index has not yet been
developed, but the advantages of use of the Implicit Price Deflator or
a multi-index scheme outweigh the deficiencies inherent in the present practice of ignoring fluctuations in the value of the dollar; (4)
accountants have devised adequate techniques for making the adjustments once an index is selected; (5) gathering the relevant data
would not be a major problem for many taxpayers, but for individual
taxpayers it may be necessary that creditors be required to provide
quarte.rly balances of liabilities, and that monetary gain or loss be
computed on the basis of unreconciled quarterly balances; (6) there
is reason to expect that taxpayers would be able to make the adjustments.
These conclusions indicate that it might be feasible to promote
horizontal equity by adjusting for general price level changes in computing taxable income. Certainly further analysis would be helpful
before an innovation as drastic as that contemplated by this Comment
is seriously considered. But the time has come for the legal profession to focus attention on the effect of inflation on the computation of
taxable income; adherence to the fundamental principle of horizontal
equity requires that some adjustment be made to account for changes
in the value of the dollar. The result would be a fairer Internal Revenue Code.
Dwight Drake*
128.

ScheduleD, form 1040, and Schedule G, form 1040, respectively.

129. The index numbers indicated are hypothetical.
* Member, Washington Bar Ass'n; B.S., Brigham Young University, 1970; J.D.,
University of Washington, 1973. Mr. Drake is a Certified Public Accountant but does
not practice accounting.

911

